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NUMBER 1 


Accounting as Affected by. Federal 
Income Taxation 


By Eric L. Kouter, C. P. A.* 


S ALL of us know, there has been a recent 
Aas alarming tendency on the part of 

certain members of the accounting pro- 
fession to rate the moral intelligence and po- 
litical capacities of our tax-law-making mem- 
bers of Congress. I say alarming because J 
am conscious of the fact that our criticisms, 
like well directed boomerangs, may hit the 
objects of our aim, but, inadvertently, may re- 
turn to the throwers with, perhaps, unforeseen 
and even damaging effects. It may be some- 
what of a relief, therefore, to turn our eyes 
away from these broadsides for the moment 
and examine certain specific attempts of a 
wicked Congress and machinating Treasury 
Department to interpret and restate suppos- 
edly well-grounded precepts of the profession. 
Through this avenue of approach we may find 
defensive action by both sides equally neces- 
sary. 


Certainly one of the first impressions which 
an impartial reviewer will gain upon scanning 
the three-hundred-odd pages of the regula- 
tions governing the administration of our 
present Federal Income Tax law is that the ac- 
countants apparently have left much unsaid, 
and much for the Treasury Department to say. 
If the reviewer be sufficiently ironic he will be 
likely to add that the accountants possibly 
have said really very little on the subject of 
income except that there are a great many ifs 





*Member of the firm of Kohler & Pettengill, Chicago, and 
Professor of Accounting, Northwestern School of Commerce, Chi- 
cago. 


and ands in connection with the preparation of 
a statement thereof. : 

Take, for example, the so-called distinction 
which has been drawn between income on the 
cash basis and income on the accrual basis. I 
believe that very frequently in the past stu- 
dents of accounting have been told of these 
two possible methods of keeping books; of the 
undoubted fact that in practice the two 
methods were well-defined and had a separate 
existence. Likewise I recall having heard 
assertions that there was a theory of single- 
entry bookkeeping quite apart from double- 
entry bookkeeping and that even triple and 
quadruple-entry methods were demanding 
separate classification. I know of a business 
whose sales are distributed in six different 
ways, and being responsible for the methods 
followed in this enterprise, I may, with com- 
parative fairness, be cited as the inventor of 
sextuple bookkeeping. But of course we all 
are supposed to know that the cash basis of 
keeping books is an incomplete accrual 
method just as “single-entry” is incomplete 
double-entry.~ The accounting texts are silent 
as to the distinctions between the “cash” and 
“accrual” bases, necessitating a drawing of the 
line by the Department; the Department, in 
turn, has straddled the fence and, briefly, has 
laid down the following minimum require- 
ments for any basis of keeping accounts: 

(a) Where merchandise is dealt in, open- 
ing and closing inventories must be taken; 
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(b) Capital and revenue expenditures must 
be properly differentiated so that equipment 
having a life of more than a year may not im- 
mediately be treated as an expense; 


(c) Replacements must be charged against 
depreciation reserves if an allowance for wear 
and tear is deducted as an expense.* 

What other distinctions are left? Accounts 
payable for merchandise must be added to the 
balance sheet if the inventory on hand includes 
items not paid for, and we have remaining ac- 
counts receivable and accrued and prepaid in- 
come and expense. Of these the receivables 
suggest the most significant variation. Ac- 
cruals and prepayments are so often at least 
partially omitted from balance sheets that the 
Department, as well as some accountants, have 
acquired the habit of insisting only upon a 
consistent policy with respect thereto—pro- 
viding the amounts involved are not large. 
The principal difference between the cash and 
accrual methods lies in the exclusion or inclu- 
sion of accounts receivable—according to the 
rules which the Treasury Department has laid 
down. Yet by including inventories and omit- 
ting receivables we have not arrived at any 
logical method of reporting income. If re- 
ceivables are large at the end of the year as 
compared with the beginning and do not ap- 
pear on the balance sheet, a gross understate- 
ment of profits may result unless the business 
is a nontrading enterprise. The same thing 
would be true if inventories were omitted. 
Deferment of gross profits from credit sales 
is quite another matter which I will have oc- 
casion to refer to before I am through. 


Need of Change in Regulations 
We have been lax, therefore, by not pointing 


out that the differences between the two 


methods are differences in degree. ‘The fal- 
lacies inherent in the Department’s rules are 
due to the recognition of two methods of ac- 
counting which none of us as yet has had the 
temerity to deny. We may omit accruals and 
prepayments which in the average trading or 
manufacturing enterprise are small enough, 
but we cannot omit accounts receivable aris- 
ing from sales unless we at the same time omit 
merchandise inventories. If we omit both, 
can we fairly tax a man whose income is com- 
puted with these factors left out in view of the 
application of the same rates of taxation to 
business income computed in the customary 
Art, 24, Regulations 62. 
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way? I am hopeful that some day the writers 
of the Department’s regulations with the aid 
of accountants—and both in a chastened mood 
will revise Article 24 with something be- 
sides the information contained in our text- 
books in mind. We will then have advanced 
a long step forward from the 1909 law and the 
Attorney General’s opinion supporting it, per- 
mitting only paid expenses as a deduction. 


{I 


Depreciation, as the word is used by the 
Treasury department, covers only wear and 
tear through employment in operations and 
through natural causes. Obsolescence is ex- 
traordinary depreciation or loss in value from 
causes external to the property itself. Amor- 
tization is obsolescence limited in application 
to property acquired during the war period 
and used in or contributing to the production 
of war facilities. Depletion is the deprecia- 
tion of land due to the removal of natural 
products therefrom. 


Ordinary depreciation is a question of fact 
and it is to be noted with satisfaction that the 
Treasury Department is now more amenable 
to facts regarding depreciation than ever be- 
fore, as numerous recently published decisions 
would seem to indicate. Previously, the rate 
of depreciation was an all-important consider- 
ation. Up to 1918 the Department had con- 
ceived that depreciation must be distinguished 
from obsolescence because the law had not 
mentioned obsolescence. The emphasis upon 
the rate rather than the life of the asset per- 
sisted until about two years ago. Obsolescence 
then being a permissible deduction, it was 
found that the easiest way of arriving at the 
combined depreciation and obsolescence for 
any one year was to divide the sum to be writ- 
ten off by the number of years the asset might 
be expected to last. In this particular the De- 
partment has lagged behind good accounting 
methods. To establish a larger than usual de- 
preciation deduction it should only be neces- 
sary to prove that the computation is the re- 
sult of sound business judgment as to the life 
and scrap value of the asset. 


Depreciation Rates on New Additions 


But in another respect the Department has 
accepted a well-established accounting prac- 
tice with a literalism which I am sure no ac- 
countant ever anticipated. I refer to the rule 
prescribing the debiting of extraordinary re- 
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pairs tending to lengthen the life of the asset 
to the reserve for depreciation. Fault is to be 
found, not with the rule, but with its applica- 
tion. The Department has not understood the 
nature of extraordinary repairs and many re- 
curring expenses and small replacements have 
been placed against the reserve. It has been 
the invariable practice of the Department’s in- 
spectors to rebuild a depreciation schedule 
and to apply accepted rates to balances at the 
beginning of each year. The rule just men- 
tioned cannot be successfully applied even 
though the repairs be considered a proper 
charge to the reserve unless a corresponding 
change is made in the rate so that the asset will 
be written off during its useful life. Where 
an existing reserve is decreased by extraordi- 
nary repairs, a higher rate will, of course, be 
concurrently necessary. In the past the De- 
partment also assumed that additions to assets 
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—such as buildings—were to be depreciated 
using the same rates as were applied to the 
original cost. By following the Department’s 
method an improvement on an asset having 
a life of twenty years, added when the asset is 
ten years old, will be only half written off 
when the time for discarding the asset arrives. 
The results would be exactly the same if the 
improvement be charged against the reserve; 
in either case a larger book value must be ab- 
sorbed during future years. This can only be 
done by applying a higher rate, which is an 
average rate on the asset and its improvements. 

Formerly it was possible to deduct obsoles- 
cence when and only when the asset was sold 
—and then it would be a loss from sale. A 
curious anomaly arises in connection with ob- 
solescent assets now in use where discovery of 
obsolescence antedates the year 1918. Ob- 
solescence accruing before 1918 must be car- 
















The subject of taxes is with every 
successive year becoming of more com- 
pelling interest to every citizen. As a 
result of the increasing prevalence of tax 
assessment upon the basis of income, the 
federal and state governments have pene- 
trated into privacies of personal and busi- 
ness affairs to an extent that a few years 
ago would have been unbelievable. Who 
is there now that can afford not to be as 
fully informed as possible on the complex 
phases of income taxes in principle and 
in practice? 

The National Income Tax Magazine 
has been launched in response to an in- 
sistent demand for a _ publication of 
general circulation devoted to the con- 
sideration of income tax problems. 

This magazine accordingly comes to 
you with a view of accomplishing the 
following purposes: to provide readable 
information on income taxation subjects; 
to promote a better understanding be- 
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tween all the conflicting interests affected 
by state and federal income taxes; and to 
present facts and ideas on taxation sub- 
jects which will result in more equitable 
administration of tax laws and in the pro- 
motion of future tax legislation that will 
be founded more invariably than at pres- 
ent upon sound economic, legal, and ac- 
counting principles. No attempt will be 
made to publish, as such, court decisions, 
and current rulings and regulations of the 
Treasury Department. 

Contributions pertaining to any phase 
of federal and state income taxes are in- 
vited. We want you to feel that this is 
your publication working for none other 
than the common interest. 

If you have not already subscribed, a 
subscription blank is enclosed for your 
convenience. To obtain a medium that 
will keep you informed on income tax 
matters will be worth many times the 
modest subscription price of $3 a year. 
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ried forward as a unit to the year in which it 
is disposed of—a rule consistent with the non- 
deductibility of obsolescence in those years. 
This point serves to emphasize a compara- 
. tively new principle—namely, that obsoles- 
cence calls for an adjustment of future depre- 
ciation provisions and not an adjustment of 
past operations, providing the estimates of 
past years were based on good judgment and 
the best available technical advice as to the 
probable life or usefulness of the assets. If 
not based on good judgment supported by such 
opinions, past computations should be modi- 
fied. We do not need to go far afield to as- 
certain the fundamental accounting theory in- 
volved. Good judgment underlies the valua- 
tion of nearly every balance sheet item and 
should be permitted to stand. Losses should 
be attributed to the year of or the years fol- 
lowing their discovery—unless for conserva- 
tive reasons good financial policy should dic- 
tate that they be written off immediately to 
surplus or be otherwise disposed of. 


Department Favors Two Methods 

As to depreciation methods, the Depart- 
ment has commented favorably on only two: 
the straight-line and production methods.* 
Other methods have been permitted although 
it has been found they were not in common 
use. The difficulties standing in the way of 
computing depreciation in the average case, 
the recomputations which many times have 
been necessary, together with the tendency of 
the Department to build up depreciation 
schedules in a uniform and arbitrary manner 
have all served to emphasize the comparative 
simplicity and practicability of the straight- 
line method. Doubtless the production method 
which seems to be the next logical step for- 
ward would be in more common use were it 
possible to estimate, even roughly, the num- 
ber of products the asset would yield. The 
production method has been successful in ap- 
plication principally in enterprises engaged 
in the exploiting of natural resources. 

Our present knowledge of depletion is based 
almost entirely upon the findings of the Treas- 
ury Department, assisted by research depart- 
ments and agents of various national manu- 
facturers’ organizations. We must turn to 
their findings in technical magazines, as yet 
largely undigested, for a detailed discussion. 
As it stands the thirty pages of Regulations 62 
dealing with depletion and the additional sug- 

* Bulletin F, published in 1920. 
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gestions on supplementary forms which must 
be filed with tax returns constitute pioneer at- 
tempts of the Treasury department to reduce 
theories—many of them compromises rather 
than good theories—of depletion to working 
rules applicable to the varied types of natural 
resources concerned. 


One of the requirements of the Department, 
affecting all natural resources owned prior to 
1913 and still held and operated, is that March 
1, 1913 values must be put on the books of ac- 
count if depletion based on such values is to be 
claimed as a deduction. This rule was laid 
down in 1919, and in the three-year interval 
which has followed, the necessary adjustments 
have found their way into the records of a 
large number of producers. One is reminded 
of the supplementary data which banks are 
required to keep where a portion or all of their 
capital assets have been treated as expenses. 


Amortization is conceived as arising from 
two sources: first from decline in value of an 
asset realized from sale, and second, decline in 
value where the asset is still employed in the 
business. In this latter case the fall in value 
of the asset may be due to its lesser usefulness 
to the business because bought for the purpose 
of manufacturing a war facility, or it may be 
caused by its comparatively lesser monetary 
value, having been purchased during the war 
when prices were much higher than before or 
after. The Department has published ratios 
of postwar costs of the principal classes of 
capital assets to their prewar costs, so that by 
applying the ratio to the prewar cost of his 
asset, and this must be ascertained by the tax- 
payer, a basis of value for 1922 will be pro- 
vided on which the claim for amortization as 
well as subsequent depreciation may be com- 
puted. The point to be observed here is that 
capital assets acquired in periods of high 
prices may be written off in part when defla- 
tion takes place, that is, written off in an 
amount greater than that called for by an or- 
dinary depreciation provision. It will doubt- 
less be many years before we again pass 
through a period of temporarily inflated 
prices comparable to those of 1917 and 1918; 
but the method is suggestive and will, no 
doubt, be regarded as an addition to existing 
theories of obsolescence. 


III 


I should like to turn now to new and sound 
theories of investment costs which have been 
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built up, step by step, during the last three 
years by the Treasury Department and by the 
Courts. In our accounting texts I have failed 
to find a word on the subject of the investment 
accounts which an individual possessing stocks 
and bonds should keep or on the profits aris- 
ing from the disposal of investments. Both 
the Department and the Courts have been 
forced, therefore, to pioneer in this bypath in 
the realm of accounting. Many of their ideas 
were obscure and mistakes were made; but the 
evolution was certain and we now have stable 
theories which have not merely met the test of 
the Courts but the approval of accountants 
who have come into contact with them. 


Summary and Comment on Present Rules 


Before April, 1920, the rules of the Depart- 
ment surrounding the computation of profits 
from the sales of stocks and bonds were lost in 
a maze of obscurity. Many investors were re- 
porting profits based on averaged costs, others 
were reporting profits based on actual costs, 
and all of them were reporting as taxable in- 
come stock dividends valued variously at par, 
at market prices, or at the difference in the 
market price of the original stock before and 
after title to the dividend was removed. Then 
came Eisner v. Macomber and a resulting 
state of chaos which was not completely re- 
moved until the early part of this year. 


First is the question of stock dividends. In 
the old days we were told to debit the invest- 
ment account and credit dividends received 
with the par value. This was an outgrowth of 
the old, and I am afraid, the still existent idea 
that all investments should be valued at par. 
But if the investment account is to be carried 


at cost nothing can be added if a stock divi-. 


dend—which cost nothing—is received. Con- 
sequently profits are not affected. ‘There is 
little else behind the Eisner v. Macomber case. 
Justice Holmes, in a dissenting opinion, de- 
clared that stock dividends were regarded un- 
doubtedly as income at the time the constitu- 
tional amendment was passed and that there- 
fore Congress had a right to tax them even 
though “on sound principles” a stock divi- 
dend is not income. Again, a stock dividend 
does not add to the equity of a stockholder in 
the assets of a corporation. The only result is 
to split the cost of the old shares between the 
old and the new so that each share, old and 
new, has the same value. Should there be 
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more than one lot of original stock each lot 
must be regarded separately with respect to 
the stock dividend, the process of averaging 
being limited to any one lot. Where either 
the existing certificates cannot be identified 
with particular purchases or the stock divi- 
dend received is, for example, in the form of a 
single certificate, sales of old or new shares 
must be identified with the earliest purchase 
or purchases. 


Averaged Costs May Be Approved 


I am inclined to believe that some day the 
Treasury Department will adopt averaged 
costs as applied to any one class of stock. The 
present rules make it necessary to account for 
each purchase or each block separately. But 
as time goes on we are developing the theory 
that a stockholder’s interest in a corporation 
is an undivided one—until he chooses to di- 
vide it. If a division does take place the ratio 
of the shares sold to the sha'res held before the 
sale should be applied to the entire cost. This 
rule, if adopted, would actually benefit the 
Department—that is, if we can look upon ad- 
ditional taxes as a benefit—because at present 
the investor will invariably select, when he 
sells a portion of his holdings in a corporation, 
the certificate which cost the most. 


Even though the principle of Eisner v. 
Macomber seemed to be readily assimilated by 
the Department—and thereafter by account- 
ants generally—its connection with the issue 
of stock rights was not admitted until this 
year, and then only because of a ruling of the 
Supreme Court.* The Department had in- 
sisted that the income from the sale of a stock 
right was its selling price, notwithstanding 
that the proportionate ownership of the stock- 
holder was less after its disposal than before. 
The new rule correctly requires the adding to- 


_gether of the old cost and the subscription 


price which would be paid if the purchase 
were made. The ratio obtained by dividing 
the number of old shares by the sum of the old 
and new shares is then applied to the total just 
described, the result being the new cost of the 
old shares which is to be carried forward on 
the books. The excess, if any, of the old cost 
over the new cost is the cost of the rights. 
There are certain exceptions which need not 
be detailed here. They are concerned with the 
loss which may accompany the sale of stock 
rights and with the possibility that the selling 


* Miles v. Safe Deposit Company (May 29, 1922) 
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price of the rights may be entirely profit pro- 
vided the cost of the original stock was less 
than the subscription price of the new. The 
issuance of a stock right, by the official sanc- 
tion of the Supreme Court, is now to be 
treated, for accounting purposes, as involving 
the principles of the stock dividend and an 
outright stock sale. In fact the stock right 
stands midway between the other two and 
therefore has aspects of both. 


IV 


While the theory of accounting for the gross 
profits on installment sales in the years in 
which collections are made is not new, the 
Treasury Department gave it widespread 
publicity in the regulations governing the 
1918 act published in 1919. Having no au- 
thority for permitting the reporting of in- 
come on the installment basis except as im- 
plied in the clause “the computation shall be 
made upon such basis and in such manner as 
in the opinion of the Commissioner does 
clearly reflect the income,’* and no pre- 
cedent established by any accounting text as 
to the method that should be followed, the De- 
partment floundered for some time before its 
final rules were promulgated. We are there- 
fore indebted to the Department for itsedeci- 
sions affecting installment sales even though 
many of them have been made hastily and 
without sufficient preliminary criticisms. 


What Is an Installment Account? 


So far the Department has limited the ap- 
plication of the installment sales idea to ac- 
counts where less than 25% is paid down and 
has also ruled that in the case of the “true” 
installment sale none of the gross profits on 
uncollected sums need be reported until col- 
lections are actually received. The reason for 
adhering to the 25% figure is not clear. In- 
stallment sales are not so easily earmarked. 
We shall some day, perhaps, have a definition 
of gross profits either to include or to exclude 
gross profits not yet realized in cash but 
charged to customers’ accounts which will be 
liquidated (a) within the next twelve months 
or (b) at any time in the future. At Decem- 
ber 31, 1922, we might conceive of a business 
with 30-day accounts outstanding, accounts 
which will not be paid in full for several years 
but which cannot be classified as installment 
accounts, and so-called “true” installment ac- 


* Sec. 212(b), Revenue Act of 1918. 
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counts. Gross profits must be included in the 
profits of the year in the first two cases but in 
the last case no portion of the outstanding 
gross profit need be reported. The justice of 
permitting the deferment of gross profit lies 
in the fact that the cash is not on hand repre- 
senting such profit. I can see no other reason. 
Therefore why not postpone the reporting of 
all uncollected gross profit rather than a mere 
portion? Or why not require the inclusion in 
1922 profits of the gross profit on installment 
sales to be realized in 1923 and limit likewise 
the necessity of reporting as 1922 income to 
the inclusion of any gross profit on sales al- 
ready made which, in the experience of the 
business, will be liquidated in 1923? If we 
examine the balance sheet side of the situation 
we shall see similar difficulties surrounding 
inclusions and exclusions under current assets. 


.As to the 30-day sales we have no question. 


But where do installment sales belong? The 
answer will depend on our definition of cur- 
rent assets. One accepted definition is that 
current assets consist of all items to be realized 
upon during the next year. Yet we do not 
show therein the depreciation provision for 
the following year although that value will be 
converted, and it does not seem that we would 
be entitled to permit installment accounts, or 
even the inventories of an installment business, 
to appear there for the same reason—namely, 
that a portion of the account will not be liqui- 
dated within the next twelve months. If the 
amounts involved are of importance, the fin- 
ancial position of an installment business can- 
not be compared with that of an ordinary trad- 
ing enterprise. Furthermore, we cannot read- 
ily ascertain the working capital of the former, 
because part of it does not appear in current 
assets. Our ultimate definition of income, tax- 
able or otherwise, will be dependent on our 
definition of gross profits and current assets 
and the relationship existing between these 
two items. 


Closely allied with installment accounts is 
the uncompleted transaction. If our property 
—merchandise or capital assets, bought and 
paid for in cash after March 1, 1913—is sold 
for cash, we would have a clear-cut and easily 
settled case from the accounting or tax stand- 
point. The transaction is completed and the 
profit is the result of a simple subtraction. As 
examples of the problems surrounding the un- 
completed transaction we may mention the 
following: 
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(a) Reorganizations. A _ stockholder re- 
ceiving securities in exchange for his old se- 
curities, even though a difference in par and 
market values exists, is no longer looked upon 
as the recipient of income. The cost of the 
old securities becomes the cost of the new; he 
has received no money and has presumably no 
greater economic advantage than before. Pre- 
viously—under the 1918 law—a difference in 
par values might result in taxable income. 

(b) Exchange of securities. By virtue of 
terms in the 1921 Revenue act securities may 
be exchanged for other securities in the same 
class (i. e., stock for stock or bonds for bonds) 
without the necessity of reporting income 
from the transaction. This sort of exchange is 
a voluntary one and is not to be confused with 
the case just mentioned where the exchange is 
usually involuntary. The rule has excited 
much criticism from various individuals, but 
after all is simply an illustration of the at- 
tempt Congress has made to tax only income 
realized in cash. Inequity arises here, how- 
ever, when we compare the case of a man who 
exchanges securities and the case of a man who 
sells his bonds for cash and immediately rein- 
vests the entire sum. One should not be taxed 
any more than the other. Congress might bet- 
ter have limited its efforts to involuntary ex- 
changes or conversions. 7 


(c) Involuntary conversions are well illus- 
trated in cases of fire or other casualty and in 
cases of property condemned for govern- 
mental purposes. The condition precedent to 
the non-taxability of income arising from this 
source is that the funds derived (e. g., insur- 
ance) must be reinvested in the form of a re- 
placement of the property or must be held in 
a “replacement fund” until construction is 
completed. If the proceeds are all reinvested, 
there is, therefore, no taxable profit. If a por- 
tion of the funds is not reinvested, but used for 
other purposes in the business, the same pro- 
portion of the profits becomes taxable. 

These three illustrations are examples of 
the tendency of Congress to postpone the tax- 
ation of income from uncompleted transac- 
tions, for while dealing apparently with ex- 
clusions from income it is not to be inferred 
that the profits will thereafter remain untaxed. 
In the first two cases the cost of the original 
property becomes the cost of the property re- 
ceived; in the third case, the untaxed profit is 
credited to the property account and thus re- 
duces the basis in the event the property is sub- 
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sequently sold or depreciated. Hence the ques- 
tion is again raised as to when gross profits be- 
come income. Must we wait until it is repre- 
sented in the balance sheet as free cash? 


V 


I shall not attempt to proceed further 
with an exposition of the effects of Federal in- 
come taxation on our ideas of income or to 
show the influence which the profession has 
brought or should bring to bear on the govern- 
ment’s position with respect to taxation 
methods. Within the brief time allotted me I 
have endeavored to indicate the intimate re- 
lationship which accountants must continue to 
have with the Treasury Department and in the 
capacity of advisers to Congress so that both 
may advance with caution and conservatism. 
Federal taxation has focused attention on the 
present stage of accounting theory and at some 
time in the months and years to come wherein 
we shall revise some of our definitions and ar- 
rive at a better correlation between account- 
ing, finance, and the exigencies of taxation, I 
feel sure that eventually we will come to a 
common definition for net profits and taxable 
income, and, perhaps, net worth and invested 
capital. But for the time being we need more 
courageous accountants—accountants who are 
not afraid to criticize boldly the theories they 
have fallen heir to and the theories advanced 
by the Treasury Department and others. I re- 
call a passage in an accounting text wherein 
the valuation of inventories at cost is defended 
by a quotation from a Treasury decision ap- 
pearing shortly before the text was published 
—at a time when cost was the only basis then 
recognized by the Department. However, the 
published Treasury decisions in themselves 
contain little, if any, reasoning and are fre- 
quently based on a lack of knowledge of the 
financial world. In the case in point the de- 
cision was shortly thereafter reversed, but in 
the meantime the text had been published. 
Decisions of the Department may be quoted 
with propriety when presenting a case for the 
Department’s consideration, but accounting 
writers of the future must be in the position of 
dictating to the Department or at least of es- 
tablishing the proper standards without re- 
gard to Departmental rulings. Why should 
the Department be wiser than theyer They 
must realize that the Department is looking 
for suggestions and not necessarily for appro- 
bation of its acts. 








What Do Stock Dividends Dor 


HE recent stampede in declaration of 

stock dividends has apparently created 

an exaggerated idea of the extent to 
which they represent tax evasion and conse- 
quent loss to the Treasury. There are many 
current mistaken ideas in connection with the 
stock dividend issues, based upon at least three 
common misapprehensions: (1) That accu- 
mulations of large surpluses are generally in- 
dicative of questionable motives on the part 
of directorates; (2) that declaration of stock 
dividends result in current evasion of taxes on 
the part of corporations themselves; (3) that, 
as a result of stock dividends, stockholders are 
given a special avenue of escape from tax lia- 
bility on realized profits. 

Some of the confusion may also result from 
the erroneous idea that surplus is necessarily 
an excess not needed in the business and which 
by right belongs to and should be distributed 
to the stockholders in the form of cash. 
Among the more common proper reasons for 
accumulation of a surplus are: To provide 
against unforeseen contingencies and extraor- 
dinary losses; to equalize dividends over prof- 
itable and unprofitable years; and to stabilize 
the credit standing of a corporation. Funds 
for expansion purposes can be obtained by a 
corporation in a number of ways: by sale of 
stock; by outside loans; or, by reserving a 
portion of the profits. That a large surplus 
has been accumulated is by no means an indi- 
cation of tax evasion or profiteering, as it may 
represent a resérve of profits over many years, 
or funds reinvested so as to be unavailable for 
cash dividends. 


Justification for Stock Dividends 

The declaration of stock dividends is under 
normal conditions held to be justifiable if the 
earnings have been or are to be employed by 
the management to add to the fixed assets, or 
to increase the net quick assets in order to pro- 
vide necessary working capital, or strengthen 
the general credit position of the company. 
The surplus may all be represented by rein- 
vestment in fixed assets and yet cash divi- 
dends, if liquid funds are available, could 
be legally paid. To declare cash dividends 
under such conditions might so deplete nec- 
essary working capital as to cause serious 
financial embarrassment. The high interest 


rates have made it advisable for corporations 
to reinvest accumulated profits rather than 
borrow funds, hence, in the greater number 
of cases, the choice has not been between a 
cash dividend and a stock dividend, but be- 
tween a stock dividend and no dividend at all. 

That consideration of the tax liability of 
stockholders subject to large surpluses has in 
some instances moved directors to declare 
stock rather than cash dividends, is unques- 
tionably true. However, it appears that this 
was more universally true of stock dividends 
made shortly after the Supreme Court deci- 
sion which held stock dividends not to be 
taxable. As far as present stock dividends 
may not be the result of normal financing, 
they more probably represent means taken in 
anticipation, either of some new form of tax 
on surplus, or of the probability of a new 
excess profits tax. 

Stockholders who receive stock dividends 
do not escape liability on profits if they dis- 
pose of their stock for cash, and, if the divi- 
dend stock is held, the evil day is postponed 
rather than avoided. Should there be no 
early reduction in income tax rates, the bene- 
fit may not be nearly so great as now con- 
sidered. 


Stock Dividends Not a Distribution 


So far as the Supreme Court is concerned, 
as expressed in opinions thus far, the decla- 
ration of stock dividends does not change the 
position of the stockholder for it has been 
decided that a stock dividend is not a distri- 
bution. It is therefore probable that, should 
the unexpected happen and a more effective 
tax on surplus be enacted than section 220 
under the present law, the tax would apply 
to surplus existing before the stock dividend. 

A ruling on November 20th by the Bureau 
of Internal Revenue, under which benefi- 
ciaries of trusts receiving stock dividends are 
required to pay income tax on those dividends 
to the extent of their fair market value at the 
time of the disbursements, leads to the possi- 
bility that the entire subject of stock dividends 


may be again brought before the Supreme . 


Court. 


Large corporations are frequently the sub- 
ject of agitation in Congress for additional 
taxes of one kind or another. Irrespective of 


eT 


r\- 


ri- 
ild 
ive 
20 
oly 
ad. 
au 
fi - 
are 
nds 
the 
$si- 
nds 


me. 


nal 
- of 


Fesruary, 1923 


whether or not such corporations have been 
guilty of any wrong doing, there is no doubt 
that they desire to avoid unfavorable publicity 
wherever possible. A balance sheet which 


' shows .a surplus of considerably less than the 


amount of capital stock is not nearly as effec- 
tive in the hands of a legislator pleading for 
the imposition of additional taxes on large 
corporations as one which shows surplus equal 
to, or even many times greater than capital 
stock. Although the accumulation of gains 
and profits may be the same in either case, it 
cannot be discovered or attacked as effectivelv 
in the former instance as in the latter. 


Future Legislation Assigned as Cause 


A case of hysteria, the New York Herald 
calls the stock dividend expedient, “caused 
largely by belief that the 200 per cent divi- 
dend declared early in the fall by the Gulf 
Oil Corporation, which is dominated by the 
family to which the Secretary of the Treas- 
ury, Mr. Mellen, belongs was the result of 


_inside information concerning future tax legis- 


lation. 


“Since the fall elections there has been a 
general feeling in financial circles that the 
progressive wing in Congress might choose 
to take drastic steps to remedy what prevail- 
ing public opinion has deemed lax provisions 
against tax evasion by large corporations and 
wealthy individuals. Large surpluses were 
evidently deemed to be particularly vulner- 
able objects for attack. Capitalization of 
surpluses on a large scale consequently has 
followed.” . 

Mark Eisner, former collector of internal 
revenue for the third district of New York, 
in giving his interpretation of the ruling in 
the New York Herald said in part: 

“Nothing in the history of taxation recently 
has occasioned more loose talk and thought 
than the surplus situation. * * * Certain it is 
that most of the dividends would not have 
been declared with reference to existing law, 
and many have been declared to avoid pos- 
sible future legislation, the exact nature of 
which no one can divine. 

“This much, however, can be accepted as 
true, namely, that if certain Senators with 
radical tendencies are going to go gunning 
after any corporations, they will probably 
center their attack first on those concerns 
which by hasty declaration of stock dividends 
have indicated that they are afraid of some- 
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thing. In other words, they have made shin- 
ing marks of themselves for radical investiga- 
tion and attack. 

“It is quite apparent under the Constitu- 
tion of the United States that Congress can- 
not tax surplus by any direct tax, except by 
apportionment, which is impossible. 


“Suppose Congress should resort to a 
method of taxing stock dividends, which 
seems to be in favor with some attorneys; 
namely, to tax a corporation on the privilege 
of declaring and paying stock dividends on the 
basis of an excise tax. Corporations which 
have just declared stock dividends will only 
escape a retroactive tax if the Supreme Court 
holds in cases now pending that Congress can- 
not pass a retroactive excise tax, and the dec- 
laration of a stock dividend now will be un- 
availing if the Court should not so hold.” 


Reaction of the Outside Public 
In voicing indignatién over the wholesale 
declaration of stock dividends in so far as 
they: may represent efforts toward tax evasion, 
the New Republic makes an analysis of the 
situation from several angles, including that 
of the small investor: 


“Tf not in the actual melon cutting, at any 
rate in the process of preparing for it frauds 
may be practiced upon the small investor and 
upon the public revenue. Corporation law 
leaves to the directors of a company within 
wide limits discretionary power over the an- 
nual earnings. * * * The small investor may 
note that the item of surplus is growing year 
by year. He knows that sooner or later this 
condition must result in an increase in divi- 
dends or in an issue of new stock gratis. But 
only the insiders could have known that issues 


‘would be made at the close of 1922, after a 


vear of depression. The small investor values 
his sh2ie on the basis of actual dividends, with 
some slight addition for his right in the grow- 
ing surplus. The insider could bid for shares 
with certain knowledge of an approaching 
stock dividend. * * * 

“Just now, however, what most arouses the 
public against stock dividends is the belief 
that the public revenue is somehow defrauded. 


“But is the revenue really defrauded, or are 
its claims merely postponed? ‘The carrying 
of corporation earnings to surplus means sim- 
ply their reinvestment, and sooner or later 
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they will yield income that must be distrib- 
uted to the stockholders and so become subject 
to income tax. Thus the surplus pays the tax 
twice in the end. If we accept this reasoning 
we shall have to amend our earlier statement 


to say that the earnings distributed in divi- | 


dends may be taxed not only twice but three 
times. First, the corporation tax; then the 
income tax; then, if any part of the income is 
saved and invested, income tax on its earnings. 
The practice of accumulating surpluses and 
distributing title to the increased investment 
by stock dividends does unquestionably abort 
one tax paying stage out of either two or 
three. 

“For this condition three remedies have 
been proposed: 

“(1) Tax stock dividends as if they were in- 
come. (2) Prohibit the accumulation of sur- 
pluses beyond such as may be required to in- 
sure a steady dividend policy, and prohibit ab- 
solutely the issue of stock dividends. (3) Levy 
on sums carried to surplus, in addition to the 
ordinary tax on corporate incomes, a tax rep- 
resenting the estimated income tax that would 
have been received if the sums in question had 
been distributed as income. 

“Of these remedies the first, in mamy ways 
the simplest, is put out of question by the 
Supreme Court decision that stock dividends 
are not income. ‘The second is objectionable 
because it limits too severely the freedom of 
action of corporate managements. It is often 
to the advantage of the general public as well 
as of the corporation that part of the earnings 
should be reinvested in extensions and im- 
provements before the shareholders get a 
chance to dissipate it. The third remedy 


appears on the whole the most practical, even | 


though it would work only by approximations 
and averages. What income tax rate do divi- 
dends pay on the average? ‘Twenty-five per 
cent? Then let each year’s contribution to sur- 
plus pay a special tax of twenty-five per cent. 

“There is, indeed, in the existing law a 
punitive tax on evasive surpluses. With 
greater zeal on the part of the Treasury 
recent surplus accumulations might not have 
been so abundant. However the case may 
stand, there is no question at all that under 
the existing law and its administration the 
Treasury fails to secure many millions of 
dollars that are its due according to the spirit 
of our revenue system. ‘The stock dividend 
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melons are proof of the fact. And we think 
that the progressives in both Houses will not 
rest content until this condition has been cor- 
rected, and drastically.” 


A Defense of Stock Dividend Issues 

An opinion in defense of protective meas- 
ures taken by corporations was given at the 
third annual meeting of the American Petro- 
leum Institute, at St. Louis, by A. C. Bedford, 
Chairman of the board of the Standard Oil 
Company of New Jersey, a part of which is 
quoted: ; 

“There is at the moment a proposal for 
government intervention in a certain phase of 
the industry, which proposal differs from 
many others only in that it is rather more 
illogical than anything that has gone before. 

“Tt is based upon an allegation that the 
earnings over dividends of a number of cor- 
porations of varied character, including one 
to which I belong, have been for a number 
of years sequestered for the sole purpose of 
evading the super-income taxes of the share- 
holders of these corporations. 

“As the merest novice in business will un- 
derstand, the earnings over dividends of these 
corporations could not remain in fluid form, 
but, as created, the: growth of the enterprise 
requires that they be translated into tangible 
property representing the plant, equipment 
and business facilites of these corporatons. In 
the process they were taxed as earnings and 
the remainder thus invested in tangible prop- 
erty becomes a fertile field of taxation for the 
state. In the form of. new wealth they repre- 
sent progress in industry, wider and more efh- 
cient services for the people, more regular and 
more profitable employment for the worker. 

“With an individual or a partnership the 
transfer of surplus to capital is obtained by a 
mere bookkeeping entry. The only legal proc- 
ess open to’ a corporation is a stock distribu- 
tion, and this is probably the most misunder- 
stood of all processes of commerce. 

“The proposal to tax a proper surplus is a 
proposal of sabotage by legislation. It is an 
incitement to the confiscation of property 
which has already borne its full share of taxa- 
tion, the exaction of tribute which, if it had 
to be met by industry generally would jam 
the machinery of commerce, would abruptly 
terminate the creation of new wealth for the 
community and would produce enforced idle- 
ness of labor upon an unprecedented scale.” 


ROE ARORA OO IED ATER: 


Income Tax Practice of Lawyers 


By Grorce Maurice Morris* 


\ ' ] ITH the increasing intrusion of fed- 
eral tax questions into the practice of 
almost every member of the bar, that 
unusual institution commonly miscalled “The 
Treasury Bar” has come to have a growing 
significance to the members of the profession 
generally. This is materially evidenced by 
the fact that since the beginning of record 
keeping, March 15, 1886, there have been ad- 
mitted to practice before the United States 
Treasury Department in the City of Washing- 
ton and elsewhere approximately seven thou- 
sand lawyers in addition to about the same 
number of “agents,” i. e., those deemed quali- 
fied for the purpose but not members of the 
bar. At the present time, applications for ad- 
ditions to this list are being made by members 
of the profession at the rate of fifteen to twenty 


-per day. With many authorities predicting 


that the income and kindred taxes are with us 
to stay and with every Congress considering 
amendments to existing revenue laws, there is 
reason to believe that the number of lawyers 
seeking enrollment before the Treasury De- 
partment will continue to be large. 


The question as to what attorneys, agents or 
representatives the Treasury Department shall 
recognize in the transaction of its business is 
by no means a new one. Early in the history 
of the Federal Government representatives of 
various private and public interests began to 
appear before the. Treasury officers seeking 
the payment by the Treasury of awards made 
by other executive departments as well as by 
branches of the Treasury. As the result of the 
conveyance by claimants of their claims to 
their representatives, questions began to arise 
between such claimants and their agents as to 
which was entitled actually to receive the war- 
rants from the Treasury in payment. Rival 
agents and attorneys also engaged in such dis- 
putes. At first these controversies were not 
frequent and for years these questions were in- 
formally settled by the officers in the Depart- 
ment. However, with the claims for damages, 
pensions, bounties, back pay, etc., arising out 
of Civil War a swarm of individuals, recog- 
nizing no ethical restraints, solicited repre- 


* Of the Washington, D. C., Bar, Secretary A. B. C. Committee 
on Federal Taxes. 


sentation of claimants and engaged in the buy- 
ing and selling of the claimant’s rights. As a 
result of this situation, which reached the pro- 
portions of a national scandal, the question of 
the jurisdiction of Department heads over 
the representatives of claimants against the 
United States appearing before the Depart- 
ments became necessary of a clearer definition. 


Opinion of Secretary of War Upheld 

On October 8, 1866 (12 Op. Atty. Gen. 66), 
Attorney General Stanbery, replying to an in- 
quiry from the Secrezary of War, who evi- 
dently was being somewhat irritated by the 
conduct of certain claim agents in connection 
with his department, delivered an opinion on 
the subject. The Attorney General held that 
with respect to the Act of July 28, 1866 (pro- 
viding certain bounties for private soldiers), 
the Secretary of War, in the absence of express 
legislative action, had no power to refuse to 
recognize the agent or attorney designated by 
the claimant. However, somewhat later when 
the Inspector General of the War Department 
had uncovered the perpetration of numerous 
frauds by claim agents upon discharged negro 
soldiers at Memphis, Tennessee, Attorney Gen- 
eral Hoar went more fully into the question of 
a Department head’s jurisdiction over attor- 
neys and agents appearing before his depart- 
ment. In Attorney General’s Opinion Vol. 
13, p. 150, 153, the Attorney General recog- 
nizing the soundness of the Stanbery opinion, 
declares that opinion is no limitation on the 
power of a Secretary to deal with fraudulent 
practices. It is pointed out that the power of 
the Secretary under such circumstances is a 
natural one arising from the necessity of the 
protection by the Secretary of the public in- 
terest committed to his charge. Says the At- 
torney General: 


“Fe (the Secretary) is not bound to 
recognize or to do business with any claim 
agent who is known to have perverted his 
vocation for the purposes of fraud, and 
whose character is such that a reasonable de- 
gree of confidence cannot be placed in his 
integrity and honesty in dealing with the 
Government.” “Such,” he continues, “I 
am informed, has long been the practice of 
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the Department, and it is founded upon 
the very necessity that exists for its adoption 
in administering the laws relating to the 
settlement and payment of claims upon the 
Government, as a safeguard against fraud.” 
The opinion makes no reference to the au- 


thority conveyed upon the Department head © 


in the first session ef Congress, by the Act of 
July 27, 1789, C. 4 (1 Stat. 28, Rev. Stat. Sec. 
161), “* * * to prescribe regulations, not 
inconsistent with the law, for the Government 
of his Department * * *”, 


Scope of Control Increased in 1870 

The War. Department apparently was not 
the only government office having trouble with 
those doing business before it and in 1870 on 
the occasion of the passage of a general Patent 
Office bill, the principle announced by Attor- 
ney General Hoar was amplified and incorpo- 
rated in the statutes although confined in ap- 
plication to the Commissioner of Patents and 
the Secretary of the Interior. This act, that 
of July 8, 1870, C. 230, Sec. 19 (16 Stat. 200; 
Rev. Stat. Sec. 483), provides as follows: 

“The Commissioner of Patents, subject 
to the approval of the Secretary of the In- 
terior, may from time to time establish regu- 
lations, not inconsistent with the law, for 
the conduct of proceedings on the Patent 
Office.” 

Section 19 of the same Act (Rev. Stat. Sec. 
487) provides: 

‘For gross misconduct the Commissioner 
of Patents may refuse to recognize any per- 
son as a patent agent, either generally or in 
any particular case; but the reasons for such 
refusal shall be,duly recorded, and be sub- 
ject to the approval of the Secretary of the 
Interior.” 


This last section seems to be the first statu-_ 


tory specific empowering of an administrative 
officer to accept or disbar an agent or attorney 
in accordance with rules laid down. by an 
administrative officer. 

The officers in other Departments seem to 
have been left to get along as best they could 
without further enabling legislation until June 
1, 1872, when the Act of that date, c. 256, Sec. 
5; (17 Stat. 202; Rev. Stat. 190), was passed 
to restrain the activities of former employees 
of the Departments who were going into the 
“claims business.” ‘This act reads as follows: 

“Tt shall not be lawful for any person 
appointed after the first day of June, one 
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thousand eight hundred and seventy-two, as 
an officer, clerk, or employee in any of the 
Departments, to act as counsel, attorney, or 
agent for prosecuting any. claim against the 
United States which was pending in either 
of said Departments while he was such offi- 
cer, clerk, or employee, nor in any manner, 
nor by any means, to aid in the prosecution 
of any such claim, within two years next 
after he shall have ceased to be such officer, 
clerk, or employee. (Sec. 190, Revised 
‘Statutes. )”’ ‘ 
To digress for a moment from the chrono- 
logical development of the subject, it is 
worthy of note that this fifty year old act is 
just at present of rather vital importance to 
the small army of former employees of the 
Bureau of Internal Revenue who are special- 
izing in federal tax practice. The Commis- 
sioner of Internal Revenue has but recently 
informed the writer in response to his request, 
that on the authority of 31 Opinions of the 
Attorney General, 472, the Commissioner in- 
terprets the word “Departments” as used in 
the foregoing section as meaning “Executive 
Departments in Washington, D. C.” 


Army Officers Not “Department” 
Employees 

In 31 Op. Atty. Gen. 472 (the opinion re- 
ferred to by the Commissioner) it was held 
that an officer of the United States Army, as 
such, is not an officer or employee of a “De- 
partment” within the meaning of the quoted 
section. In reaching this conclusion, Attorney 
General Palmer quotes from the opinions of 
the Judge Advocate General of the Army and 
of the Comptroller of the Treasury. He also 
quotes with approval (from the opinion given 
in 15 Op. Atty. Gen. 262; 267) construing the 
statute authorizing the use of the govern- 
ment’s “penalty envelope.” The quoted lan- 
guage of the earlier opinion includes the fol- 
lowing: 

“The several Executive Departments are 
by law established at the seat of Govern- 
ment; they have no existence elsewhere. 
Only those bureaus and offices can be 
deemed bureaus or offices in any of these 
Departments which are constituted such by 
the law of its organization. The Depart- 
ment, with its bureaus or offices, is in 
contemplation of the law an establishment 
distinct from the branches of the public 
service and the offices thereof, which are 
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under its supervision. Thus, the office of 
postmaster, or collector of internal revenue, 
or of pension agent, or of consul, is not 
properly a Departmental office—not an of- 
fice in the department having supervision 
over the branch of the public service to 
which it belongs.” 

In view of the extensive field work now 
carried on by the Bureau of Internal Revenue 
for instance, there may be still some question 
as to how far the language just quoted may be 
applicable to individuals formerly employed 
by a Collector or an Agent in charge engag- 
ing in tax practice before the Treasury De- 
partment. 


Status of Former Government Employees 


It has been said that the word “claim” as 
appearing in the Act of June 1, 1872, quoted 
in the foregoing, may be open to some dis- 
pute. The Income Tax regulations issued by 
the Bureau refer to three principal kinds of 
claims, i. e., Claims for Refund, wherein the 
taxpayer is endeavoring to recover taxes paid 


by him, alleging that the payment was in. 


error, or the collection was illegally made; 
Claims for Credit, wherein the taxpayer seeks 
to have credited against subsequent assessment 
taxes which he alleges were paid in error or 
were illegally collected; and Claims in Abate- 
ment, wherein the taxpayer alleges that an 
assessment is incorrect. Obviously, there is a 
difference between a contention that the 
United States owes the taxpayer because of an 
improper collection of taxes and the conten- 
tion that the taxpayer does not owe the Gov- 
ernment what the Bureau of Internal Revenue 
claims. Some, and perhaps all, of the former 
employees of the Bureau of Internal Revenue, 
take the position that if, while employees of 
the Department, they had no actual personal 
knowledge of the facts relating to a claim in 
Abatement, that they are not barred from rep- 
resenting the taxpayer making the protest un- 
der the heading. 

The position of these former employees 
with reference to the meaning of the statu- 
tory word “claim” would seem to be sup- 
ported by the Commissioner of Internal Rev- 
enue who has written: 


“With respect to the construction placed 
by the Department in the word ‘claim’ as 
used in Section 190, Revised Statutes, you 
are advised that in the leading case of 
Hobbs v. McLean (117 U. S. 567), it was 
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stated, ‘It is well understood that a claim 

against the United States is a right to de- 

mand money from the United States.’ This 
definition of claim against the United 

States has been followed in later Federal 

cases as in Milliken v. Barrow (65 Fed. 

888,894) and has been held by this office 

to apply to the words ‘claim against the 

United States,’ as used in Section 190, Re- 

vised Statutes.” 

After the act of June 1, 1872, the next legis- 
lation by Congress on the subject was in July, 
1884. As the result of a report made to Con- 
gress on May 7, 1884, by the Secretary of the 
Interior, stating that he had been forced to 
disbar three hundred and twelve ‘agents’ 
operating before the Pension Office, Congress 
passed the Act of July 4, 1884, c. 181, sec. 5 
(23 Stat. 101), giving him specific power to 
prescribe rules and regulations for the recog- 
nition and disqualification of agents, attorneys 
and others representing claims before the De- 
partment. Inasmuch as the same agents or 
attorneys operating before the Department of 
the Interior in the normal course would 
appear before the Treasury Department to 
follow the payment of awards, Congress con- 
ferred substantially the same power on the 
Secretary of the Treasury in the Act approved 
July 7, 1884, c. 334, Sec. 3 (23 Stat. 258). 


Prevailing Rules of Practice 


It is upon the authority granted by this Act 
that the Secretary of the Treasury has pro- 
imulgated the extensive rules governing the 
practice before the Treasury Department of 
attorneys and agents, as set forth in Circular 
230. This circular first appeared February 
15, 1921, announcing among other things the 
appointment of a Committee on Enrollment 
and Disbarment; was amended June 7, 1921, 
July 21, 1921, December 23, 1921; and finally 
rather drastically revised April 25, 1922. This 
document may be had upon application to the 
Treasury Department. Its possession is a 
highly essential requisite for any member of 
the bar expecting to represent a client before 
the Department. 

Prosecution of claims against the United 
States by persons holding any place of trust 
or profit or discharging any official function 
under, or in connection with any Executive 
Departments, or the Congress, is effectively 
prevented by the Act of March 4, 1909, c. 
321, Sec. 109 (35 Revised Stat. 1107). It is 
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noteworthy that, in contrast to the Act of 
June 1, 1872, barring former employees from 
presenting claims, but attaching no penalty 
for disobedience, that this act of 1909 relating 
to employees still in the service carries as a 
penalty for its infraction a fine of not more 
than five thousand dollars or imprisonment 
for not more than one year, or both. 


This section has been interpreted to apply 
to: retired officers of the army (Tyler’s Mo- 
tion v. U. S., 18 Ct. Cl. 25; In re Winthrop, 
31 Ct. Cl. 35); the Commissioner of Deeds 
of the District of Columbia (28 Op. Atty. 
Gen. 131); an internal revenue storekeeper 


(Angell v. Rowlett’s Admir., 4 Ky. Law Rep. . 


909) ; and counsel for delegates to the Pan- 
American Conference (23 Op. Atty. Gen. 
533). The prohibition has been held not to 
apply to an assistant attorney of the District 
of Columbia (18 Op. Atty. Gen. 161). 


Former Government Employees Restricted 


While several bills have been presented to 
Congress extending the restriction on former 
government employees, these have all died in 
the process of legislation with the exception 
of the following rider to the Army appropria- 
tion bill contained in the Act of July 11, 1919, 
41 Stat. 131: 

“That it shall be unlawful for any per- 
son who, as a commissioned officer of the 
Army, or officer or employee of the United 
States, has at any time since April 6, 1917, 
been employed in any Bureau of the Gov- 
ernment and in such employment been en- 
gaged on behalf of the United States in 
procuring or assisting to procure supplies 
for the Military Establishment, or who has 
been engaged in the settlement or adjust- 
ment of contracts or agreements for the 
procurement of supplies for the Military 
Establishment, within two years next after 
his discharge or other separation from the 
service of the Government, to solicit em- 
ployment in the presentation or to aid or 
assist for compensation in the prosecution of 
claims against the United States arising out 
of any contracts or agreements for the pro- 
curement of supplies for said Bureau, 
which were pending or entered into while 
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the said officer or employee was associated 

therewith. A violation of this provision of 

this chapter shall be punished by a fine of 
not more than $10,000, or imprisonment for 
not more than one year, or both.” 

While not applying to the Treasury De- 
partment, directly, this statute would neces- 
sarily disqualify any attorney or agent who 
came before that Department pursuing an 
award made in a claim against the United 
States, in which the agent or attorney repre- 
sented a claimant in violation of the prohibi- 
tion contained in the statute. 

The only other legislation of importance in- 
tended to exercise direct statutory control of 
individuals appearing in a representative ca- 
pacity before the Executive Departments is 
contained in the Act of June 29, 1906, 34 
Stat. 622, prohibiting, in substance, notary 
publics from performing their functions as 
notaries in connection with matters pending 
before the Department in which they are 
employed as attorneys or agents or are inter- 
ested parties. 

In general the control over attorneys and 
agents appearing before the Departments is 
exercised by the Department heads through 
rules laid down as the result of authority con- 
ferred upon them by the statutory enactments 
which have hereinbefore been set out. In 
spite of sporadic agitation to the contrary, 
most of the governmental officers dealing with 
the situation at present seem to be satisfied 
with the powers given by the existing laws. 
The reason for this feeling would seem to lie 
in the fact that the existing statutory author- 
ity is broad enough to permit of regulations 
which can be made sufficiently comprehensive 


- to prevent continued improper practices on 


the part of any one individual even though 
a single offense might not be reachable by 
the authorities. It is hardly a paying propo- 
sition to incur the settled ill-will of the forum 
before which one regularly appears. Just now 
it seems unlikely that new legislation will be 
requested, at least by the Treasury Depart- 
ment, to control its “bar,” although occasional 
amendments to the regulations for the purpose 
may be expected. 


n- 
nts 


The Preparation of Bank Returns 


By Wo. L. VETTER* 


HE preparation of Federal income tax 
| returns for banks for 1922 will be much 
simpler than has been the case for several 
years. There will be no cumbersome and 
vexatious invested capital schedules to fill out, 
and there will remain merely the preparation 
of data relating to income and deductions. 
As in the case of returns for the past few 
years, there will probably be a schedule pro- 
vided for the purpose of reconciling net in- 
come with book profit. Balance sheets for 
the beginning and close of the taxable year, 
together with an analysis of surplus account, 
showing dividends paid and any other extraor- 
dinary charges or credits, will probably be 
required as in the past. 

Special care will need to be given to the 
question of interest received, in as much as all 
interest from Government obligations be- 
comes, with the repeal of the excess-profits 
tax, entirely free of tax. Interest from this 
source has never been subject to the normal 
corporation income tax, but beyond certain 
exempt limits, interest received from certain 
issues of Government obligations has in the 
past few years been subject to the profits tax. 
It will be necessary in every case to show the 
amount of interest claimed as tax free, and 
this amount will be placed on the proper line 
in the schedule provided for reconciling net 
income with book profit. Undoubtedly addi- 
tional space will be provided in the recon- 
ciliation schedule, as in the past, for showing 
interest received from other classes of obli- 
gations which are now, and which have in 
the past been, entirely free from. tax as to 
income produced. The obligations referred 
to are obligations of states and territories and 
their political subdivisions. 


| Domestic Corporation Dividends Tax Free 


Dividends of a domestic corporation are not 
subject to tax when received by another do- 
mestic corporation. There will probably be 
no change in the method of reporting divi- 
dends received. ‘The return will probably 
require them to be reported as income but 
they will also be allowed as deductions. An 
entry will also be required in the reconcilia- 





* Associated with Arthur J. Boreman & Co., Washington, D. C. 
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tion schedule. Banks which own stock in the 
Federal Reserve Bank of their district should 
not report dividends received from the stock 
either as income or as deductions. Federal 
Reserve Banks are not domestic corporations 
within the ordinary meaning of the term, since 
they are organized under an Act of Congress 
and are not subject to supervision by the 
states. But one entry will be required in the 
case of dividends from this source, that being 
placed in the reconciliation schedule under 
the general heading of non-taxable income. 


Deduction of Bad Debts 


The present revenue act permits bad debts 
to be treated in either of two ways, viz.: 
(1) a deduction from income with respect 
to debts ascertained to be worthless in whole 
or in part, or (2) by deduction from income 
of an addition to a reserve for bad debts. 
Banks very seldom carry reserves for bad 
debts as such. Reserves for such purposes 
are occasionally carried but under different 
names. In practically every case any deduc- 
tion taken by a bank for bad debts will be 
under method (1). 

The regulations covering the deduction for 
bad debts under the present revenue act are 
somewhat more liberal than was the case un- 
der the Revenue Act of 1918. For instance, 
where it can be shown that the debt is only . 
partially worthless, the worthless portion may 
be deducted in the return for the year in 
which it is so ascertained. Under previous 
revenue acts a partially worthless debt could 
not be deducted, but the deduction would 
have to be deferred until the transaction was 
completed through sale, termination of bank- 
ruptcy proceedings, or otherwise. The 
amount of the debt actually determined to be 
worthless could then be charged off. How- 
ever, no deduction will be allowed for the 
part of a debt ascertained to be worthless and 
charged off prior to January 1, 1921, until the 
debt is ascertained to be totally worthless and 
is finally charged off or is charged down to 
a nominal amount, or where the loss is deter- 
mined in some other manner by a closed and 
completed transaction. As in the past the 
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taxpayer will be required to ascertain and be 
able to demonstrate with a reasonable degree 
of certainty the amount of a debt which is 
uncollectible. Of course, any amount subse- 
quently received on account of a bad debt 
previously charged off and allowed as a de- 
duction for income tax purposes must be in- 
cluded in gross-income for the taxable year 
in which the recovery is made. 


More Liberal Allowances for Bad Debts 


Banks have in the past been very frequently 
vexed by the action of the Treasury Depart- 
ment in disallowing as deductions bad debts 
which had been ordered charged off by the 
bank examiners. The Department frequently 
refuses to allow the deduction, holding that 
the mere fact that an examiner had ordered 
a debt charged off did not necessarily prove 
its worthlessness. However, the present regu- 
lations are rather more liberal in this respect. 
They provide that where banks which are 
subject to supervision by Federal authorities 
or by State authorities maintaining substan- 
tially equivalent standards in obedience to 
specific orders, or in accordance with the gen- 
eral policies of the supervising officers, charge 
off debts in whole or in'part, such debts shall, 
in the absence of affirmative evidence clearly 
establishing the contrary, be presumed, for in- 
come tax purposes, to be worthless or recover- 
able only in part, as the case may be. 

Included in the category of bad debts are 
worthless bonds. Heretofore a loss arising 
through the worthlessness of bonds could only 
be deducted in the event the bonds were sold 
at a loss, or when bankruptcy proceedings had 
been terminated, thus proving the loss. How- 
ever, under the present regulations, a bank 
possessing debts evidenced by bonds or other 
similar obligations, while it may not deduct 
from gross income any amount merely on ac- 
count of market fluctuation, may when it as- 
certains that due to the financial condition of 
the debtor or conditions other than market 
fluctuation it will recover upon maturity none 
or only a part of the debt evidenced by the 
bonds or other similar obligations, and is able 
to so demonstrate to the satisfaction of the 
Commissioner of Internal Revenue, it may 
deduct in computing net-income the uncol- 
lectible part of the debt so evidenced. 

A word of caution will probably be desir- 
able when considering the subject of taxes. 
The present revenue act changed the proce- 
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dure with respect to the method of treating 
personal property taxes paid by banks for 
their stockholders. Prior to the year 1921 the 
personal property tax could not be deducted 
by the bank which paid it, this being based on 
the fact that the tax was not on the bank itself, 
but on the property of the stockholders as evi- 
denced by their ownership of the shares of 
stock of the bank. The Revenue Act of 1921, 
however, contains special provision permitting 
the deduction of taxes so paid by a bank, pro- 
vided that reimbursement within the accepted 
meaning of the term has not been secured 
from the individual stockholders. 


There will be no change in procedure as to 
the allowance or disallowance as deductions 
of other classes of taxes. Banks should not 
deduct any Federal income and profits taxes 
or any local benefit taxes. Many banks have 
made the mistake in the past of not deducting 
the Federal capital stock tax. There is no 
bar in law against the deduction of this tax, 
inasmuch as this is not an income or profits 
tax, which are specifically disallowed by law 
as deductions. Other taxes which may be de- 
ducted are taxes on real estate and other prop- 
erty and special franchise taxes, which are 
levied by the laws of some of the states. 


Get Full Benefit of Depreciation 


Banks do not as a general rule follow a 
systematic plan of charging off depreciation 
on property year by year. This is largely due 
to the fact that the investment in fixed assets 
is usually small as compared to the invest- 
ment, for instance, of a manufacturing or a 
trading corporation in similar assets. In the 
past depreciation affected corporations in two 
ways. A deduction for depreciation had the 
effect of reducing invested capital below what 
it would otherwise have been, but it also had 
the effect of reducing net income and thus the 
tax payable. Therefore, the net result was 
that so long as the excess-profits tax, which, 
of course, was based on invested capital, re- 
mained in force, the deduction taken for de- 
preciation did not have full effect, inasmuch 
as invested capital for the succeeding year 
would be decreased by the amount of the de- 
duction taken with a consequent tendency to 
increase the tax for such year. However, 
with the passing of the excess-profits tax the 
taxpayer will now receive full benefit of any 
deduction taken for depreciation. 
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As a matter of good accounting practice, 
banks should adopt a systematic plan fer 
charging off depreciation. The whole theory 
of charging off depreciation is based upon, the 
fact that the sum total of such charges will 


. eventually return to the owner of an asset the 


capital invested therein. It is often main- 
tained that no deduction should be taken for 
depreciation, because the market value of the 
asset is constantly appreciating. While this 
may be true, it does not alter the fact that as 
time passes a particular asset is approaching 
a period when its usefulness will be termi- 
nated and when that time is reached there 
should not remain upon the books a large 
valuation for an asset of no further use to 
the business. The principle of depreciation 
is very simple. In the case of real estate, the 
cost of the ground and the cost of the im- 
provements should be separated, and depre- 
ciation should be calculated on the cost of the 
improvements alone. ‘The time in which a 
building, for instance, will remain in a usable 
condition should be estimated, and this will de- 
termine the rate of depreciation to be applied. 


30-Day Provision Limits Losses 


The subject of losses frequently figures very 
heavily in the income tax returns of banks. 
The law permits the deduction of losses sus- 
tained during the taxable year and not com- 
pensated for by insurance or otherwise if (a) 
incurred in trade or business, or (b) incurred 
in any transaction entered into for profit, or 
(c) arising from fires, storms, shipwrecks, and 
other casualty or theft. These classifications 
are very broad, and will take into considera- 
tion practically any kind of a loss which ‘is 
likely to occur. Banks are, as a rule, large 
holders of stocks and bonds. Frequently these 
are sold at a loss, and of course a deduction is 
permitted when the loss is thus ascertained 
through a closed and completed transaction. 
A word of caution will be necessary in the 
case of securities sold at a loss. The law pro- 
vides that where a loss is suffered through the 
sale of securities it will be disallowed as a 
deduction if identical securities are purchased 
30 days before or after the date of sale in 
which the loss is incurred. 


So far as is known at present no special 
form has been designed for the use of banks 
in preparing their 1922 income tax returns. 
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Form 1120, beginning with the year 1918 has 
been used .for practically all classes of cor- 
porations and there does not appear to be any 
reason why a special form should be designed 
for banks. 


The return for 1922 must be filed so as to 
reach the collector of internal revenue of the 
taxpayer’s district not later than midnight on 
March 15, 1923, if the return is filed for the 
calendar year. Failure to file a return on 
time subjects the taxpayer to a penalty of 25 
per cent of the amount of the tax shown to be 
due. If, however, a reasonable cause for fail- 
ure to file a return on time can be shown, the 
penalty will not be assessed. Where for any 
reason it is found impossible to make a proper 
return on the due date, application should be 
made to the collector for an extension of time. 
The collector is authorized to make extensions 
of time not in excess of thirty days. Applica- 
tion for the extension must be made prior to 
the due date of the retyrn. The absence or 
sickness of one or more officers of a bank at 
the time the return is required to be filed will 
not be accepted as reasonable cause for failure 
to file the return within the prescribed time, 
unless it is satisfactorily shown that there were 
no other principal officers available and suffi- 
ciently informed as to the affairs of the bank 
to verify the return. A tentative return may 
be required by the collector to be filed on the 
regular due date as a condition to granting an 
extension of time for filing a complete return, 
and payment of one-fourth of the estimated 
amount of tax must be made. ‘Tentative re- 
turns will not be accepted unless permission 
is obtained previous to filing. A copy of the 
authority for filing tentative returns must be 
attached thereto when filed. Where a tax- 
payer has filed a tentative return and has 
failed to file a complete return within the 
period of extension requested by him, the 
complete return when filed is subject to the 
penalty for delinquency. 


If before the end of the extension of 30 
days granted by a collector a complete return 
can not be made an appeal for a further ex- 
tension must be made to the Commissioner of 
Internal Revenue with a full statement of the 
cause for the delay. No extension can be 
made by the Commissioner beyond the orig- 


inal due date of the third installment of the 
tax. 








Income Tax Suggestions from the 
American Mining Tax Conference 


HE difficulties being met with in the ad- 

ministration of the Income Tax Law, 

with reference to the proper segregation 
of capital and income, was emphasized at a 
recent conference on mine taxation held in 
conjunction with the Twenty-fifth Annual 
Convention of the American Mining Con- 
gress. In a number of the prepared papers, 
phases of mining tax problems involving de- 
preciation, obsolescence, and depletion were 
considered. 


The subject matter discussed was primarily 
technical and applicable only to mining, but 
some subjects of general interest to all indus- 
tries were presented. 

Recommendation was made by Mr. T. O. 
McGrath, of Bisbee, Arizona, that in view of 
the reinstatement of the excess profits tax in 
the near future, mining enterprises should en- 
deavor to show upon their books as nearly as 
possible the full value of their mine property 
and of invested capital. For the same reason 
advice was given against unduly reducing 
capital by payment of stock dividends out of 
the depletion reserve and realized apprecia- 
tion. 


Simplified Accounting Procedure Desired 


Among other constructive suggestions was 
that for simplification of accounting procedure 
in determining depreciation charges. Due to 
the hazards of mining and the peculiar nature 
of the business, the computation of deprecia- 
tion upon each minor equipment according 
to useful life, was described as necessitating 
bookkeeping expense much in excess of bene- 
fit gained. The method proposed is, accord- 
ing to Mr. McGrath, allowable under the 
regulations as set forth in paragraph “b” of 
Article 222, and is in the nature of a com- 
posite depreciation calculation regulating the 
fixing of a certain time limit for the major 
equipment and making a fixed depreciation 
charge for each year for the equipment as a 
whole. All the repairs necessary to maintain 
the equipment in working order should, by 
this method, be charged to operating expense, 
and all replacements of minor equipment, 


whose life is less than the period of time used, 
should also be charged to operating expense. 

An accounting theory accepted in mining 
is that when the life of the major equipment, 
or life of the property, is ended, all other 
equipment becomes valueless, and the full 
amount of the replacement costs of minor 
equipment is chargeable to “Replacements” 
and transferable to “Operating Expense” for 
the current month and year. The deprecia- 
tion charge of the original equipment is con- 
tinued at the same rate. 

Under the plan recommended, all the nu- 
merous charges and adjustments for replace- 
ments of minor equipment are eliminated, ex- 
cept for such charges as loss on account of fire 
or abandonment. 

Should any of the equipment be aban- 
doned or be destroyed by fire, etc., the unde- 
preciated balance in the equipment account, 
after credit for Insurance and Salvage has 
been made to “Depreciation Reserve,” should 
be closed out by a charge to “Loss of Equip- 
ment” and credit to “Reserve for Deprecia- 
tion.” When any part of the equipment that 
has been destroyed is replaced, “Deprecia- 
tion of Equipment” should be charged and 
“Construction: and Equipment” credited for 
the amount of the replacement cost up to the 
amount of the cost of the original equipment 
destroyed. 


Standard Practice Should Be Developed 
Mr. McGrath’s conclusions were that ap- 
parently the original intention of the Treasury 
Department was to recognize trade customs 
in the accounting methods of taxpayers, pro- 
vided they conformed as nearly as may be to 
the best accounting practices in the trade or 
business, and were consistently followed from 
year to year. However, it now appears that 
the necessary rate regulations are gradually 
crystallizing into a fixed system that must be 
met by all business enterprises regardless of 
trade practices or customs. This is probably 
the only safe procedure that can be followed 
by the Treasury Department as long as there 
is a lack of uniformity in the accounting and 
costing methods of the taxpayers of each trade 
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or business. Therefore, it was recommended 
that the proper procedure is first for the 
taxpayers of each trade or business to agree 
among themselves as to what is standard prac- 
tice, and then to present their findings to the 
Treasury Department. 


In a comprehensive discourse upon the sub- 
ject, “Distributions from the Depletion Re- 
serve Under the Federal Tax Laws,” Mr. 
Paul Armitage, of New York, recommended 
that a committee of the Mining Congress be 
appointed, with full representation in all 
branches of the industry, to take up with the 
Commissioner of Internal Revenue, and the 
Division of Natural Resources, consideration 
of a proposed improved method of arriving at 
the annual allowance for depletion. Atten- 
tion was called to the fact that the Treasury 
Department, in its rulings on the income tax 
laws, clearly recognizes that depletion, either 
based on cost or revenue, is a capital account. 
The difficulty, as presented, is that of equit- 
ably spreading this capital charge: over the 
life of a mine. Two formulas, according to 
Mr. Armitage, have been advanced. One, 
that depletion should attach to each unit in 
the mine at a fixed amount, this amount to 
be arrived at by dividing the base (cost or 
valuation) by the estimated number of units. 
The other formula is that depletion should 
attach to the operating profits at a fixed rate, 
to be taken in cases of valuation, as a per- 
centage of the year’s operating profits, equal 
to the ratio of the capital remaining to be 
recovered through depletion, to the expected 
operating profits remaining to be realized at 
the end of the taxable year. 

The first of these methods is to date the 
only formula recognized by the Treasury 
Department. The latter method was advo- 
cated as a fairer method and was represented 
as being now under discussion by members of 
the Division of Natural Resources. The ad- 
vantages credited to the latter method are that 
it will rectify errors in the estimation of valu- 
ation factors and distribute taxation in the 
mining industry in a more equitable way. 
Furthermore, that the Government revenue 
from the industry would be distributed more 
evenly over the period of years instead of 
being abnormally high in some years and al- 
most negligible in others. In other words, it 
was indicated that it will insure the payment 
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of an income tax in all years where there are 
any operating profits. In high-profit years, 
the percentage method allows a greater tax 
free deduction; in no-profit years there are 
no deductions to be written off or carried for- 
ward as a loss. Final claim is that it will 


simplify and expedite the task of auditing 
returns. 


The Cost of Complying With Federal 
Tax Laws 


The annual cost to taxpayers, in addition 
to taxes paid, of complying with the Federal 
Tax Laws, approximates $140,700,000, as esti- 
mated by McK. W. Kriegh, Secretary of the 
Conference. An average of 110 conferences, 
it was stated, are held with the taxpayers in 
Washington each working day, or a total of 
33,000 conferences each year, and though 
these conferences have prevented thousands of 
unwarranted and arbitrary assessments and 
thus have resulted in tax savings, yet they 
were described as being very costly to tax- 
payers. Estimate was submitted that the total 
cost of these conference to taxpayers, includ- 
ing attorney’s fees, accountants’ charges, trav- 
eling expenses and cost of inventories and 
appraisals to be submitted in evidence, ap- 
proximate $85,000,000. The average cost of 
preparing corporation schedules was rated to 
be at least $50.00 per return, and the cost of 
making capital stock returns $10.00 per re- 
turn. Hence a total annual cost of making 
345,000 corporation returns was computed to 
amount to $17,250,000, and that of preparing 
the same number of capital stock returns to 
amount to $3,450,000, on a basis of an expen- 
diture of $5.00 each. For preparation of 
7,000,000 individual tax returns, the expense 
was fixed at $35,000,000. The resulting total 
for all corporations and individuals of $140,- 
700,000, Mr. Kriegh has concluded is the ex- 
pense to taxpayers, in addition to taxes paid, 
of complying with the Income Tax Law. The 
total annual cost to the Government of admin- 
istering the Internal Revenue Law, plus the 
cost to taxpayers was given as close to $200,- 
000,000, or nearly 10 per cent of taxes col- 
lected. Belief was expressed that this formid- 
able burden would be somewhat reduced after 
final disposition of the Excess Profits cases. 


(Digest from “Proceedings of the American Mining Congress.’’) 








What is Ahead in Wisconsin 
Income Taxation? 


By Henry B. NELSON* 


N estimating situations and conditions of 
the future, one who has not the power of 
prophecy must base his deductions and 

estimates on a study of the tendencies and 
events of the past and present. For a correct 
answer, therefore, to the question—‘What Is 
Ahead in Wisconsin Income Taxation ?”—we 
must have as a background an understanding 
of the conditions which led to the passage of 
the law, its intent, how it was developed to 
meet changing conditions, and what this ten- 
dency of adaptation and development indi- 
cates for the future. 

The period immediately preceding the pas- 
sage of the Wisconsin Income Tax Act in 1911 
was one filled with discussion and argument. 
Government activities were rapidly growing 
both in scope and intensity; public expendi- 
tures were on the up grade; new fields were 
being entered such as the direction and control 
of industrial relations, public health, educa- 
tion and the like. If these important govern- 
mental activities and functions were to be con- 
tinued and expanded, a means for meeting the 
cost must be determined. Either more or less 
radical changes in the general property tax 
laws as they stood on the books must be made, 
or a supplement to them in the nature of a new 
means for raising revenue, theretofore untried 
in Wisconsin, must be adopted. Rates of tax- 
ation on real estate and personal property were 
already high, too high for it to be adminis- 
tratively either feasible or wise to increase 
them to a point sufficient to cover the ever in- 
creasing expenditure. Aside, therefore, from 
those who argued for an income tax law as a 
logical and legitimate mode of raising reve- 
nue to be incorporated as part of any tax sys- 
tem were arrayed those who saw in such an act 
the possible solution to the problem then con- 
fronting the state—the means for raising the 
needed revenue without increasing the rates 
on general property. It was under such con- 
ditions that the Wisconsin Income Tax Act be- 
came a law. 


*Former Chief of Corporation Tax Section, Wisconsin Tax 
Commission. 


The passage of the law was widely looked 
upon as an experiment. It was a new venture 
for the state and as such laws in other states 
had’ proved failures was no basis upon which 
to estimate its value as a revenue producing 
measure. For these reasons and to make its 
passage more certain it was not enacted as an 
additional tax law but with the intention for 
it ultimately to supplant the tax on personal 
property if the revenue from it came up to the 
expectations of its supporters. This intent is 
clearly shown by the reports of hearings on the 
act held before it became a law and by con- 
temporary provisions of its passage exempting 
from taxAtion certain types of personal prop- 
erty such as moneys and credits, stocks and 
bonds, etc., theretofore taxable. The intent 
of substitution was still further carried out by 
the personal tax offset feature which allows 
the receipt for personal property taxes appear- 
ing upon the tax roll to be applied as payment 
or offset against any income tax assessment ap- 
pearing upon the same year’s roll. It may be 
said in passing that the idea of entirely substi- 
tuting the income tax law for the tax on per- 
sonal property is fast being lost sight of due 
to increasing expenditures and the necessity 
for raising large amounts of revenue. 


Income a Permanent Base of Taxation 
As a revenue producer the Wisconsin In- 


- come Tax Law has far exceeded even the 
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fondest hopes of its staunchest backers. Its 
success has rooted it deep in the Wisconsin 
tax system. It will remain a part of such sys- 
tem; the state will never relinquish this com- 
paratively inexpensive and effective means of 
raising revenue. It subjects to taxation cer- 
tain ones such as high salaried men who own 
no real estate and hold intangible personal 
property now exempted, who under the pres- 
ent laws would pay no taxes otherwise, but who 
receive all benefits of government and should 
therefore pay some tax for its maintenance. It 
has become the base for raising additional rev- 
enue for specific purposes by the simple means 


¥ _— -_ wew" —_ we AY 


we % 


Fesruary, 1923 


of enacting a surtax rate to apply on the tax- 
able income of taxpayers without the necessity 
of increasing the rates on general property or 
searching for another subject of taxation and 
has been used in such a manner for raising 
funds for the Soldiers’ Bonus, Soldiers’ Edu- 
cational and Teachers’ Retirement Funds. 


Trend of Future Legislation 


The changes in the original law made in the 
past have been mostly for the sake of clearness, 
but show a decided tendency toward increas- 
ing the scope of its effect. Public expenditures 
have not decreased, rather are they steadily on 
the increase. A means must be found to meet 
the increase. What more natural result than a 
further development of the income tax law in 
such a way as will tend to produce revenue 
sufficient to meet these conditions? It is along 
such lines that we must look to determine what 
is ahead in Wisconsin Income Taxation. The 
future will, in the writer’s opinion, undoubt- 
edly disclose the following trend to Wisconsin 
income tax legislation: 


‘1. The elimination of the secrecy clause, 
possibly the most radical change, making it 
possible for others besides the taxing author- 
ities to know the basis of assessments of other 
taxpayers. ‘The purpose being that such a 
change will insure even more accurate reports 


-in the future than in the past as, with the re- 


turns open to the public, there will be instances 
where inaccuracies will be reported to the tax- 
ing officials by others who are familiar with 
that particular business which might not 
otherwise be detected. 

2. An increase of rates either by the impo- 
sition of a higher flat rate on corporate in- 
come and upon the larger amounts of indi- 
vidual income or a surtax for some special 
purpose or both. 

3. The complete abolition or sharp lim- 
itation of the personal property tax offset 
against the income tax thus making the in- 
come tax payable in full or in large part with- 
out offset of the personal property tax against 
it. ; 

4. Removal of the exemption upon divi- 
dends received from corporations whose in- 
come has been taxed, which are now deducti- 
ble from the income of both corporations and 
individuals to the extent that they are paid 
from income which has been assessed for a tax, 
thereby making dividends by whomever re- 
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ceived taxable in full without exemption; and 
the taxation of bank dividends now untaxable. 


5. The taxation of insurance received by 
a corporation or partnership on the lives of its 
officers, partners or employees as income. 


6. The taxation of income of a resident 


from a nonresident trustee. 
-7 


7. The making taxable or deductible the 
profit or loss on the sale of property acquired 
by gift on a basis similar to the provisions ap- 
plying to the sale of property not so acquired. 

8. The definite exclusion of losses incurred 
in business outside Wisconsin or from prop- 
erty outside the state and from. the sale of 
property purchased for pleasure or recreation 
and not acquired or used for profit. 

9. The formulation of a definite statutory 
apportionment rule fixing the elements to be 
used in the apportionment of income derived 
from within and without Wisconsin. 

10. The placement of foreign corporations 
transacting their principal business in Wis- 
consin on the same basis as those organized 
under the state laws. 

11. The complete exemption of coopera- 
tive corporations and associations from in- 
come taxation. 

12. The imposition of an interest charge 
on the assessment of back taxes. 

13. The computation of the tax upon 
omitted income for past years at a penalty rate 
not exceeding a maximum to temper the pen- 
alty to the degree of intent or carelessness dis- 
closed. 

14. A redistribution of the tax between 
the town, city or village, county and state to 
aid rural communities from the method now 
provided of 70% to the town, city or village, 
20% to the county and 10% to the state. 

15. The filing of a report by corporations 
covering transfers of its stock by or to residents 
of the state for the preceding year to secure 
information at the source for assessment of 
profits on such transactions which might 
otherwise fail of assessment. 

‘laough the foregoing are changes in the 
Wisconsin Income Tax Law which may be 
fairly anticipated they may not occur this year 
or next, but they are such as a careful study 


of the law and the commission’s rulings and an 


intimate acquaintance with its administration 
indicate are ahead in Wisconsin income tax- 
ation just as surely as night follows the day. 








Editorial Review 


Action in Congress to Reduce Revenue 
Losses 


The possibility of minimizing taxes through 
exchange of securities and the taking of full 
losses realized on sale of capital assets may be 
greatly modified in the near future. Two 
specific bills on these phases of income tax 
determination seem likely to be favorably re- 
ported to the House within a short time. 

The most ardent advocates of reduced tax- 
ation cannot, as good citizens, be wholly blind 
to the duty of Congress to stop leaks that in- 
inordinately reduce the necessary income to 
the Treasury, and which, in addition, dis- 
criminate unfairly between taxpayers. Cer- 
tain definite basic principles undoubtedly un- 
derlie all the tax laws which have been en- 
acted, but it is difficult to see the working prin- 
ciple that will justify the discrimination 
against a citizen who sells stock for cash at a 
profit and in favor of another who by means of 
an exchange is untaxed, although he may real- 
ize a cash profit. In so far as the possibility 
of minimizing taxes works out alike for sim- 
ilar transactions and for every citizen, there is 
only one interest at stake—that of the Treas- 
ury. But as the present provision respecting 
exchange of securities operates, a large body 
of taxpayers who do not find it convenient or 
possible to make exchanges without cash sale 
and repurchase, have a right to expect con- 
sideration from Congress. Secretary Mellon 
has favorably recommended remedy in this re- 
spect, and there seems good reason to believe 
that the present provisions with reference to 
taxation of exchange of securities will be short 
lived. 

The 1921 Act as it now stands provides for 
a maximum tax of 12% per cent on capital 
gains, but permits a taxpayer to take full loss 
on sales of capital assets. While this is chiefly 
of concern from the standpoint of the Treas- 
ury, it is none the less of interest from the point 
of view of equality of levy upon taxpayers. It 
enables particular individuals to submit them- 
selves to losses that would ‘normally not be 
taken, and thus the taxpayer who is not in a 
position likewise to effect a more or less arti- 
ficial means of escape from high rates is dis- 
criminated against. 


Whatever the rates of taxation may be, rev- 
enue measures should be so constructed as to 
provide, as far as it is practically possible, for 
equal taxes for every citizen where similar 
conditions obtain. 


Cancellation of Foreign Debt and the 
Income Tax 
Since the eventful note on August Ist, sent 
by Lord Balfour to various diplomatic repre- 
sentatives disclosing the attitude of Great 
Britain in respect of payment of war debts, 
renewed hope has been taken in the United 
States by advocates of mutual debt cancella- 
tion. Future developments are not without 
interest to federal taxpayers. 


The net debt of the United States on June 
30, 1922, was $22,996,416,115.22. The amount 
due the United States from foreign countries, 
including unpaid interest, was on the same 
date, $11,084,802,341.67, or nearly one-half 
of the entire outstanding obligations of this 
country. The principals-of these foreign 
debts, which amount to over $10,000,000,000, 
represent to a large extent, advances made to 
the Allies by the United States. These ad- 
vances were made possible by the floating of 


Liberty Bond issues. If the foreign debts are , 


cancelled, it follows that the taxpayers of the 
United States must shoulder a burden larger 
than is provided for by present income tax 
rates. 

The United States, in contrast with most 
European countries, has pursued a policy of 
reducing its indebtedness as quickly as pos- 
sible, and the financial welter into which our 
recent allies have found themselves bespeaks 
the wisdom of our past fiscal course. During 
the fiscal year 1924, the United States budget 
calls for public expenditure of $1,100,000,000 
in interest on its floating debt, and provides 
for a reduction of the principle to the extent 
of $330,000,000: Should the Government find 
it advisable or necessary to waive collection 
from its foreign debtors, the amount in de- 
fault would necessarily have to be made good 
by our own taxpayers. 


Economic developments in Europe may 
force a moratorium, but indications at present 
are that the Government does not favorably 
view the proposals to write off its outside re- 
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ceivables. Endeavor on the part of Lord 
Balfour to make it appear that Great Britain’s 
debt to the United States represents to a con- 
siderable extent guaranteed credit extended to 
other allied countries has been controverted 
by Secretary Mellon. In his annual report 
Mr. Mellon made public memoranda, which, 
as he states, makes it quite c‘var that the re- 
spective borrowing nations each gave their 
own obligations for the money advanced by 
the United States, and that no guarantee of 
the obligations of one borrowing nation was 
asked by the United States from any other 
nation. Had the situation with respect to 
Great Britain as our debtor been as Lord 
Balfour declared —that Great Britain was 
placed in the position of having to underwrite 
loans for the benefit of other allies—then the 
moral obligation of the United States for con- 
sideration of debt cancellation, as proposed by 
the British Empire, would obviously . be 
greater than the available evidence leads the 
administration to feel. 
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If the foreign debt of Great Britain, or any 
other country, is cancelled, in whole or in 
part, it will be with the view of alleviating 
world-wide economic distress, and not be- 
cause of any obligations incurred when the 
debts were contracted. 


In a recent address before the Washington 
Association of Credit Men, Theodore E. Bur- 
ton, a member of the World War Foreign 
Debt Commission expressed what is, perhaps, 
the prevailing American opinion: 

“For Europe the remedy is not in the can- 
cellation of indebtedness to us but in the 
adoption of more rational fiscal policies, the 
abatement of military expenses, and in the sub- 
stitution of relations more sensible and more 
just for the present attitude of distrust and 
repulsion. The outlook is not altogether dark. 
The earth, though drenched with blood, will 
still yield her fruits in rich abundance. Moral 
and intellectual forces, ever active to succor 
and to guide, will not entirely fail in this time 
of crisis.” 


Communications from Readers 


The Illinois Tax System 
Editor: 
It is of general interest that a publication 
has been started devoted specially to consider- 
ation of federal and state income tax subjects. 


Small home owners and farmers, who were 
not deceived by the false issue of the opposi- 
tion to the income tax features of the proposed 
new constitutions for Illinois, got small com- 
fort from its defeat. Those whose property 
is chiefly in the form of intangibles, and the 
thriftless who spend all earnings as they go, 
may not be worried, but what about the aver- 
age citizen who by years of penurious saving 
may have been able to buy a modest homer 

The Chicagoan or suburbanite will be taxed 
this year on the basis of about $8.00 per hun- 
dred dollars of assessed valuation. Therefore 
if he owns a small house valued at $5,000.00 
(a small one indeed at that price, lot included, 
if in Chicago) he must pay a tax of $200.00 a 
year, more than the most wage earners make a 
month. It’s a monstrous levy. A more effec- 
tive way of discouraging home ownership and 
fixed abodes for the citizens of a state could 
hardly have been devised. 

FRANK S. CRESS. 
Evanston. 


Would Increase Inheritance Taxes 
Editor: 

The states and their various subsidiaries, 
namely; cities, counties, school districts, drain- 
age districts, etc., are now issuing tax exempt 
bonds at the rate of more than one and a quar- 
ter billion dollars a year. 


Investment bankers are eagerly underwrit- 
ing all issues. Will the states give up this ex- 
traordinary advantage by ratifying a constitu- 
tional amendment making exempt bonds tax- 
able? In my opinion there is absolutely no 
possibility of such ratification. What is the 
remedy? I feel that inheritance taxes can be 
materially increased, and a higher rate can be 
imposed upon estates consisting of tax-free 
bonds than on estates consisting of property 
which has already passed through the income 
tax mill. An increase in inheritance taxes has 
everything in its favor. It will prevent the 
accumulation of large tax-free fortunes; it 
cannot be easily evaded, is easy to collect, and 
imposes no undue burden upon anyone. It 
offers, therefore, a solution to the desireability 
of reducing excessive surtaxes. 


Chicago. WALTER SIMPSON. 








28 THE NATIONAL INCOME TAX MAGAZINE 


Fesruary, 1923 


Comment on Current Publications 


DEPRECIATION, PRINCIPLES AND APPLICA- 
TIONS, by Earl A. ‘Saliers. Ronald Press 
Company, New York. 590 pp. 


In 1915 Professor Saliers published “Prin- 
ciples of Depreciation,” which up to that time 
was, perhaps, the most thorough and compre- 
hensive treatment of the subject. The in- 
creased bulk of the new volume is indicative 
of the greater emphasis placed upon the sub- 
- ject since the enactment of income tax laws. 
It has been but a comparatively few years 
since the business man saw no need of writing 
off any depreciation, but the tendency now in 
many instances is in the other direction—to 
make excessive allowances for depreciation. 
This is in part due to the inherent difficulty of 
determining mathematically exact rates. De- 
preciation is a subject still in the formative 
stage as far as practical application of ac- 
cepted principles is concerned. 

While in the new edition there has been no 
change of principles, valuable material has 
been added to illustrate the merits and objec- 
tions to the various depreciation methods con- 
sidered. ‘The author has wisely given but 
minor consideration to annuity and other com- 
pound interest methods of calculating depre- 
ciation. They are, at present, of interest mainly 
from the standpoint of theory. 

Part II is devoted to exposition of the 
policy of the Treasury Department in regard 
to depreciation, depletion, obsolescence and 
amortization. Any attempt to treat these 
topics specifically is limited by the modifica- 
tions continually being made by new income 
tax rulings and opinions. This section of the 
book, however, will be found to be helpful in 
presenting the principles which underlie and 
in the main determine valuation decisions in 
special cases. The chapters on “Obsolescence” 
and “Depletion” are of special interest as those 
subjects from a financial point of view have 
not been fully considered even as academic 
questions. . 

The determination of a proper rate of de- 
preciation for a specific asset is largely a mat- 
ter of judgment based on past experience and 
anticipated eventualities. Professor Saliers 
in “Apendix E” submits a list of assets in par- 
ticular lines of business with corresponding 
rates of depreciation that have met with the 
approval of various commissions, accounting 


and technical associations. This list, which 
is not represented as exhaustive, may serve as 
a useful guide in many instances in determina- 
tion of depreciation rates where it is necessary 
to draw on outside sources of information. 

To those who are hoping for standardiza- 
tion of method in determining depreciation, it 
may be noted that no definite attempt has been 
made towards pointing a way to the working 
out of uniform practice in this phase of asset 
valuation. 


MINIMIZING TAXES, by John H. Sears. Ver- 
non Law Book Company, New York. 705 
Pp. 

This is a subject in which the average citi- 
zen will find an unaffected interest. Mr. 
Sears has essayed to give guidance to tax- 
payers in legitimate methods of reducing tax 
obligations. He practically completes his ob- 
jective within the first one hundred pages. 
The remainder of the book consists of a digest 
of state and federal tax laws. 


The stated purpose of the author was “to 
arrange for easy reference, and briefly discuss 
methods of organization, ways and place of 
doing business, choice of personal domicile, 
and ownership of kinds of property, with a 
view to reducing or avoiding taxes in the 
future.” 

Tax “avoidance” and tax “evasion” are 
scrupulously distinguished. Mr. Sears employs 
the term tax “avoidance” to designate lawful 
action aimed to affect taxability in the future, 
while evasion is used with reference to “fraud 
upon the revenue, past, present or future.” 

While both divisions of the book will un- 
doubtedly prove to be of great value in chal- 
lenging the attention of taxpayers and their 
legal advisors as to the effect of numerous 
transactions upon tax liability, it undoubtedly 
will also. prove somewhat disappointing in 
that its treatment is not more concrete and 
specific. For example, although the possi- 
bility of substantially reducing taxes by con- 
ducting a business in either a corporate or 
partnership-form is discussed at some length, 
there is no attempt to indicate, even in a 
general way, the size of the business or the 
amount of net income which would dictate 
the adoption of one form or the other. It 

(Continued on page 30) 
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. (Continued from page 28) 

might well have been stated positively that 
all organizations falling within certain rough- 
ly defined limitations should most advantage- 
ously be organized in one or the other of the 
forms discussed. Apparently there is not even 
any mention of the numerous incidental ad- 
vantages of the reorganization of a business. 


Even in the second part of the volume, 
which comprises almost 80% of the book, the 
information given loses much of its value be- 
cause it seems to lack the discussion of ad- 
ministrative policies and practice which are 
usually of equal or greater importance than 
the statutory provisions. With reference to 
Illinois, for example, the personal property 
tax is described without mention of the fact 
that the statutory provisions penalizing failure 
to file schedules have been held unenforcible; 
that not even the most scrupulous citizens 
purport to make a full return of intangible 
or even tangible personal property; and that 
taxing officials have publicly stated that they 
regard the law as unenforcible and do not 
pretend to enforce it otherwise than as a basis 
for accomplishing a rough equality in distrib- 
uting the tax burden. ‘The importance of 
this situation. in connection with ostensible 
rates of over 8% upon one-half of the full 
value of all personal property is obvious. Un- 
doubtedly similar situations exist in other 
States. 


For example: In Tennessee there was re- 
cently considerable agitation over the results 
of a statute, which is not mentioned in Mr. 
Sear’s book—it may now, however, have been 
repealed—which provided a liberal reward to 
the informer as to property which had es- 
caped taxation upon its full value at any time 
within a considerable period, and which was 
being used to exact heavy penalties from tax- 
payers who had, pursuant to a commonly ac- 
cepted practice and the apparent acquiescence 
of the taxing officials, reported their property 
for assessment at less than its full value. 

Part II of the book would also seem to 
permit of improvement if the general state- 
ments were accompanied by specific reference 
to statutory provisions and court decisions, 
which are given in only a few places. These 
features, however, are perhaps no more than 
must be expected in a book which, as does this 
ane, breaks ground in an uncultivated field. 
As the starting point for the investigation of a 
particular case or for further general research 


along the same line it seems to have unique 
value. 
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